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Welcome
The Market Economy

You are standing on the starting block of your study of economics, about to dive into a world 
that uses special language, concepts and theories to build a complex understanding of how 
the economy works in the modern world. It’s a daunting task, there is a lot to learn, and a 
fair bit of it does not come naturally. It is, however, very rewarding.

Understanding economics will help you to unlock many of the mysteries of the modern world. 
You will better understand the issues involved in making personal choices – what kind of job 
to choose, what course to study, what to spend money on, and whether to borrow or save. You 
will better understand the forces around you – what makes indicators such as interest rates, 
share prices, unemployment and the Australian dollar move up and down. And you will better 
understand the forces that shape our world today – making better sense of issues discussed in 
the media every day, and how Australia fits into what we describe as the global economy. 

If it seems hard going at first, you should find that studying Economics gets easier as you 
go along. Initially, you need to understand the foundations and building blocks of modern 
economies – the technical aspects of how markets work, how consumers make decisions 
about what they want, and how businesses decide what to produce. This is the main focus of 
the Year 11 course and of this book. It is economics at the micro level (the level of individual 
agents and markets). The significance of what you learn here may not be immediately 
obvious, but once you have put these blocks together the bigger picture should become clear. 

In the Year 12 course, the focus is on the big picture: how the global economy works and 
how governments manage the economy and choose between competing policy goals. This 
is economics at the macro level. But to understand the bigger picture of how economies 
function in the real world, you need a solid grasp of the foundations of economics. And that’s 
what this book is about.

This is the twenty-first edition of The Market Economy, and we’re as enthusiastic about this 
edition as we were for the first one back in 2001. This textbook is a collaborative effort of a 
whole team of economic researchers. Each year, the book is comprehensively revised and 
refined to reflect feedback from students and teachers, as well as changes in global and 
domestic economic conditions and developments in the economic policy environment. Our 
thanks to all of the team involved in the production of this textbook, both for this year and 
previous years. 

Back row (L-R): Tim Dixon, Natalie Baker, Joel Bank, Nicholas Kamper. Front row (L-R): 
Diana Hu (previous editions), Zain Ahmed, Rohan Garga, John O’Mahony. Not pictured: 
Ben Robinson, Luke Goldman and Michelle Mountford.
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How to use this book
Congratulations on choosing The Market Economy as your text for Year 11 
Economics. Before you use this book, we’d like to highlight some of its key 
features.

The text is divided into six Topics following the structure of the 
Year 11 Economics syllabus. Each Topic is introduced by a 
page that includes the relevant Focus, Issues and Skills for that 
Topic, reflecting the syllabus objectives. This is followed by an 
introduction to each chapter within the Topic. 

As well as case studies, quotations and 
summaries of key information, the 2022 edition of  

The Market Economy includes regular review questions 
throughout the text and margin definitions. 

Each Chapter concludes 
with a 10-point Chapter Summary 
and then Chapter Review questions. The 
Chapter Summary is a good starting point 
for your notes on each chapter, and the 
review questions are a great way to test your 
understanding of the chapter.

The comprehensive Glossary at 
the back of the text provides a 
ready reference for over  
350 key economics terms  
and concepts.

*

*

Throughout the text you will find references  
to useful websites relevant to that area of study. 

*

*
*
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A unique feature of The Market Economy is the 
Appendix: Key Economic Skills, which gives you 
the opportunity to master the 26 skills of the Year 11 
Economics syllabus. The Appendix covers three main 
areas: drawing and interpreting economic diagrams, 
equations and calculations, and interpreting economics 
data and information. By working through this material 
you will develop and reinforce the key economic skills. 

*

The Market Economy Workbook Ninth Edition
The accompanying workbook The Market Economy Workbook Ninth Edition is a great 
resource to further help you in your study of the Year 11 Economics syllabus.

This year we have added enhanced answers to the workbook answers, including 
worked solutions for answers that require calculations and additional explanations for 
answers that require you to demonstrate a deeper understanding of key concepts and 
knowledge. These will allow you to not only confirm whether you arrived at the right or 
wrong answer, but to understand why.

How to access answers to the Workbook
You can download the answers to the multiple-choice and short-answer questions in 
the workbook by following these simple steps:

If you have The Market Economy 2022 Edition EBook:
After activating your code, you can find the workbook answers by clicking on the 
‘Explore resources’ tab in your EBook.

If you don’t have an EBook:
1.	 Go to: www.pearsonplaces.com.au

2.	 Login or sign-up (free)

3.	 Scroll down and click on ‘Check out our library of free resources and click on 
‘Explore now’ 

4.	 Search for ‘The Market Economy’ 

5.	 Click on ‘Workbook answers’ from the list. 

We really hope that this text makes your study of Economics more enjoyable 
and rewarding. The book is revised and updated each year to make sure it stays 
sharp and contemporary. *
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Chapter 1: What Is Economics About?

1

1111
INTRODUCTION  
TO ECONOMICS

TOPIC 

 
Issues
By the end of Topic 1, you will  
be able to examine the following 
economic issues:

■  �Identify the opportunity costs involved in 
economic decisions made by individuals, 
businesses and governments at local, state 
and national levels

■  �Examine the ways that the economic problem 
affects individuals at different income levels

■  �Examine the implications of unemployment 
and technological change using production 
possibility frontiers

■  �Compare and contrast the ways that  
different economies deal with specific 
problems or issues.

	

	 	Skills
Topic 1 skills questions can ask you to:

■  �construct and interpret production  
possibility frontiers

■  ���distinguish between equilibrium and 
disequilibrium situations in the circular flow  
of income model

■  ���explain how an economy might return  
to an equilibrium situation from a 
disequilibrium situation

■  ���identify bias in media items on economic 
issues affecting the local, state and  
national economies

■  ���identify key features of an economy through 
analysis of a variety of information types  
and sources

■  �work in groups to investigate aspects of 
economics and economies.

	  Focus
The focus of this topic is the need for 
choice by individuals, businesses and 
governments. Their decisions determine 
the nature of the economy and create the 
diversity of economies found in the world.

Economics Stage 6 Syllabus 2009 extracts © NSW Education 
Standards Authority for and on behalf of the Crown in right of the 
State of New South Wales, 2009; reproduced by permission.
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2

Topic 1

Introduction
Topic 1 introduces some essential concepts in the study of economics. You will find that 
in studying economics we continually come back to these core concepts.

Chapter 1 places the study of economics within the bigger picture of human life. 
Economics is essentially about how we solve the economic problem of unlimited wants but 
limited resources – that is, how we choose between alternatives. This involves concepts of 
opportunity costs and production possibilities. The three groups that influence how we 
make these choices are individuals, businesses and governments.

Chapter 2 examines how economies operate, as well as the process that determines how 
economies produce and distribute goods and services. We examine the circular flow of 
income, a model that explains how the economy works by dividing it into five sectors and 
explaining the income flows between each sector. Chapter 2 finishes with a brief discussion 
of the concept of equilibrium, another essential economic concept.

Chapter 3 compares the different ways in which economies attempt to solve the 
economic problem. We compare the characteristics of a market economy, where business 
and consumers determine what is produced, with a centrally planned economy, where 
governments make the decisions about production and distribution. Australia is a 
mixed economy – one that combines a market economy with some level of government 
intervention. We look at how Australia compares to other economies in Asia across a range 
of indicators, including economic growth, quality of life, employment and unemployment, 
distribution of income, environmental sustainability and the role of government.
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3

1What Is Economics 
About?

1.1 	 The economic problem and the role of choices

1.2 	 The production possibility frontier

1.3 	 The future implications of choices

1.4	 The economic factors underlying choices

1.1 �The economic problem and 
the role of choices

Historically, experts in economics have wrestled with one fundamental issue 
above all else: how to solve what we call the economic problem. That is, how 
can a society satisfy the unlimited wants (of individuals or the community) with 
the limited resources available? It can be summarised as follows:

•	 Our wants are unlimited.

•	 Resources are scarce – that is, the resources we have to draw from to satisfy 
our wants are limited. 

•	 Since we cannot satisfy all our wants with our limited resources, we must choose 
between them.

•	 Therefore, we need to rank our preferences – we will choose our highest-preference 
wants, and leave some wants unsatisfied.

The study of economics is essentially about attempting to solve the economic problem – 
trying to allocate our limited resources for the satisfaction of our unlimited and competing 
wants. The economic problem can be applied to every aspect of the economy, from simple 
interactions between businesses and customers to larger issues such as the supply of 
education. Economics is the study of choices, in which each decision we make involves 
choosing one option but deciding against an alternative.

Understanding wants
People in all countries need to obtain goods and services for their daily lives. Goods such as 
food and shelter, and services such as health and education, are essential for our lives. While 
these are basic needs essential for human survival, individuals also want a whole range of 
other goods and services to make their lives easier, or give them pleasure. Economics assumes 
that humans pursue maximum self-interest, meaning that we have unlimited wants and 
limited means to satisfy them. Economics does not attempt to change the fact that we may 
be greedy. Rather, it attempts to help us work out which wants are our highest priority, 
and how we can organise production in order to satisfy the maximum number of our wants.

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

50.
51.
52.

49.

53.
54.

55.
56.

The economic problem
is about choices

limited
resources

unlimited
wants
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4

The Market Economy 2022

Wants can be defined as the material desires of individuals or the community. They are 
items that provide some pleasure or satisfaction when they are consumed. Economists say 
that individuals derive utility (which broadly means satisfaction or pleasure) from the 
consumption of goods and services. People have desires for the basic necessities of life, 
such as food or shelter, which we can further classify as needs, as well as for non-essential 
items, such as a pair of headphones, an overseas holiday or expensive clothing.

Individual wants are the desires of each person. An individual’s desire depends on 
personal preferences, but can be influenced by broader social trends. The number of 
individual wants that can be satisfied differs from person to person, depending on their 
ability to purchase goods and services (that is, their level of income). Individuals who have 
low incomes are affected by the economic problem more severely than those on higher 
incomes. People who have low incomes can satisfy fewer of their wants. They may not 
even be able to cover the cost of basic needs such as food, housing and clothing. The less 
income a person has, the fewer wants they can satisfy.

Collective wants are the wants of the whole community. What is desired will depend on 
the preferences of the community as a whole – not only those of the individual person. 
Collective wants are usually provided by the government. In Australia, local government 
provides collective wants for local neighbourhoods, such as parks, libraries and local 
sporting facilities. State governments provide most wants for the wider community, such 
as hospitals, schools and a police force, while the Commonwealth (or Federal) Government 
satisfies the wants of the entire nation, such as a defence force. Governments provide 
collective wants by using taxation revenue collected from the community.

Our wants are unlimited. As soon as we have satisfied one want, we will seek to satisfy 
another one. Because our means of satisfying wants are limited (as a result of our limited 
income) we cannot satisfy them all at once. In other words, we cannot have everything we 
want. As a result, we must choose between our wants. This means that some wants 
will be satisfied sooner at the expense of others. Generally, the most pressing wants will be 
satisfied first. For example, we would satisfy our want for food before buying a new laptop.

Some wants will be recurrent. When we satisfy a want such as food, we are faced with 
the fact that we will have to satisfy this want over and over again in the future. Further 
examples of recurrent wants include newspapers, clothes and petrol. Other wants are 
complementary. A want is said to be complementary if it naturally follows the initial 
satisfaction of another want. For instance, when you satisfy the want for a car, you will 
also want petrol and car accessories.

Our wants also change over time. As people grow older, their wants change. The factors 
that affect these changes include age, income, technology and fashion. For example, a 
one-year-old wants a pram; an eleven-year-old wants a video game console; a twenty-one-
year-old wants a car; and a ninety-one-year-old may want a wheelchair. As your income 
increases, you are able to afford more luxury goods, and you increase the range of wants 
that you can satisfy. Technology also introduces new wants that people seek to satisfy. A 
generation ago, most individuals did not own a mobile phone, whereas today they are an 
almost universal possession.
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The key economic issues
All economies – regardless of their type – must attempt to answer the following questions:

1 What to produce?

Because of limited resources, no economy can satisfy all individual and collective wants. 
It  must decide which wants it will satisfy first and which it will leave unsatisfied. 
Therefore, it must decide what goods and services will be produced.

2 How much to produce?

To allocate limited resources efficiently and maximise the satisfaction of wants, an economy 
must make decisions about how much of each good or service it will produce. When it 
produces too much of a good, resources will be wasted, and when it produces too little, 
the wants of some individuals will be left unsatisfied.

3 How to produce?

Having decided what and how much to produce, an economy must decide how to allocate 
its resources in the production process. It must look for the most efficient method of 
production that uses the least amount of an economy’s resources so that the greatest 
number of wants are satisfied at any one point in time.

4 How to distribute production?

Having produced a certain range and quantity of goods and services, an economy must 
decide on their distribution among the population. In modern economies, each person’s 
share of total production depends on their level of income. People on higher incomes can 
afford to buy more goods and services than people on lower incomes, and therefore receive 
a bigger share of total production. Each economy must decide whether it wants a more 
equitable (even) distribution of production or a more inequitable (uneven) distribution. 
This is a difficult question because there is often a conflict between equity and efficiency – 
more efficient systems may produce less equitable outcomes.

Opportunity cost
Whenever we satisfy one want, we are giving up the opportunity of satisfying an 
alternative want. The real cost of satisfying a want is, therefore, not the money we pay 
for it, but the next-best alternative want that we have to forgo. This cost is known as the 
opportunity cost (it is also sometimes referred to as the economic cost or real cost).

Opportunity costs can be applied to the individual, the business firm and the government:

•	 The individual consumer, with limited resources (represented by her limited income) 
may have to choose between satisfying her desire for a car and an overseas holiday. If she 
chooses the car, the real cost is the overseas travel that she has to forgo.

•	 The business firm must also make a choice in the allocation of its scarce resources. 
An entrepreneur who decides to produce a computer gives up the opportunity to 
produce something else – such as electrical appliances – with those resources.

•	 The government has limited resources that it can use to satisfy community wants. If 
the government allocates resources to constructing a new fleet of submarines, it may 
be at the expense of a new motorway or airport.

Opportunity cost 
represents the alternative 
use of resources. Often 
referred to as the real 
cost, it represents the 
cost of satisfying one 
want over an alternative 
want. This is also known 
as economic cost.
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1	� List TWO examples of each of the following types of wants:

a) individual wants	 b) collective wants
c) recurrent wants 	 d) complementary wants

2	� Identify which of the following are examples of opportunity costs:

• paying $1200 for a new smartphone 
• missing a rugby game to go to a music concert
• missing a work shift because the bus was late
• amalgamating local councils to expand the police force.

3	� Explain how all societies face the economic problem, with reference to the four 
key economic issues.

reviewquestions 

1.2 The production possibility frontier
The production possibility frontier can be used to demonstrate how opportunity costs 
arise when individuals or the community make choices. The production possibility frontier 
(sometimes also known as the production possibility curve) shows the various combinations 
of two alternative products that can be produced, given technology and a fixed quantity 
of resources, when all resources are used to their full capacity.

The following example of a production possibility frontier is based on a number of 
simplifying assumptions, including:

•	 the economy produces only two goods – in this case, oil and leather

•	 the state of technology is constant, meaning there are no technological advances in 
this scenario

•	 the quantity of resources available remains unchanged, and

•	 all resources are fully employed.

A simple production possibility frontier

Oil 160 120 80 40 0

Leather 0 20 40 60 80

Figure 1.1 – Production possibility schedule for 
oil and leather

Oil (units)

Leather (units)

120

80

40

0

160

20 40 60 80

A

C

B

Figure 1.2 – Production possibility frontier for oil 
and leather

Production possibility 
frontier is a graphical 
representation of all the 
possible combinations 
of the production of 
two goods or services 
(or two types of goods 
or services) that the 
economy can produce at 
any given time. 

Given the above assumptions, we can 
construct a production possibility schedule. 
Figure 1.1 shows the production possibilities 
that would result if all our resources 
were used and were divided between the 
production of oil and leather. By graphing 
the data in figure 1.1, we can construct the 
production possibility frontier in figure 1.2.

The production possibility frontier shows 
all the possible combinations of production 
of oil and leather at a given point in time. 
We may choose to produce only oil and 
no leather (point A on the diagram), or 
just leather and no oil (point B), or any 
combination of oil and leather between these 
two extremes. Society must choose which 
combination is most desirable.
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The production possibility frontier shows the maximum an economy can produce at a 
given point in time. All points on the frontier itself represent points at which the economy 
is operating at full productive capacity – that is, all resources are fully employed. If the 
economy were producing at a point inside the curve, it would be producing less than its 
maximum possible output and resources would not be fully employed.

Combination A Combination B

160 40

20 

0 

120 

20 

When society wants to change its production combination, there is a cost involved – the 
opportunity cost. This can be seen in figure 1.2. Assume that the economy is producing 
at point A on the production possibility frontier (160 units of oil and no leather) but 
wanted to move to point C (120 units of oil and 20 units of leather). In order to get the 
20 units of leather we would have to give up 40 units of oil. Therefore, the opportunity 
cost of obtaining the 20 units of leather is 40 units of oil.

We can calculate the opportunity cost of obtaining each individual unit of leather by 
dividing up the 40 oil units given up by the 20 leather units gained. Thus, for each unit 
of leather, we must give up 2 units of oil. In other words, the opportunity cost of leather 
is 2 units of oil.

New technology and the frontier
However, the production possibility 
frontier does not always remain the same. 
With the application of new technology, 
we may be able to develop more efficient 
methods of production. This might allow 
us to produce a higher quantity of a good 
with the same resources. This can be 
represented by an outward shift of the 
production possibility frontier. 

Applying this to the previous example, 
an improvement in technology, such as 
enhanced oil extraction methods, increases 
the maximum production level to 200 
units of oil with the same level of resources 
as before. Figure 1.3 shows the new 
production possibility frontier. 

Oil (units)

Leather (units)

120

80

40

0

160

20 40 60 80

200

Figure 1.3 – An improvement in the technology of 
oil production
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New resources and the 
frontier
Anything that increases the availability 
of production inputs will change the 
production possibility frontier. This 
includes discovery of new resources, or 
an expansion of the population through 
immigration, which would increase the 
number of people available for work. As 
a result of these new inputs, we would be 
able to produce more of both goods. This 
would also push the production possibility 
frontier outward, as shown in figure 1.4.

Unemployment and  
the frontier
The production possibility frontier 
can shed light on what occurs when an 
economy experiences unemployment. We 
usually refer to unemployment as the 
problem of a person being available for 
work but unable to find it. A similar 
problem may occur not just for people, 
but also for any input into the production 
process. If any resources are not fully 
employed, the frontier itself would not 
change, but we would change our position 
in relation to it. Our economy would be 
producing at a point somewhere within 
(or underneath) the production possibility 
frontier, as shown by point A in figure 1.5.

Oil (units)

Leather (units)

120

80

40

0

160

20 40 60 80

200

Figure 1.4 – Impact of the discovery of  
new resources

Oil (units)

Leather (units)

120

80

40

0

160

20 40 60 80

200

• A

Figure 1.5 – Unemployed (or underemployed) 
resources

This situation indicates that we have an inefficient allocation of resources. We are not 
achieving a maximum satisfaction of wants with the minimum opportunity cost, which 
would deliver an efficient outcome. Because the economy has resources that are not being 
used efficiently in production, the total output of goods and services is less than what it 
could be. These resources would be “unemployed”. 

The shape of the 
production possibility 
frontier
In the analysis so far, the production 
possibility frontiers have been straight 
lines. For this to be the case, it must be 
possible to shift all resources between the 
production of oil and leather so that the 
opportunity cost of producing leather is 
constant (in other words, the economy 
could substitute between the production of 
the two goods at a constant rate). 

Oil (units)

Leather (units)
0

Figure 1.6 – Concave production possibility frontier
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In the real world, this is generally not the case. Some resources are better suited to oil 
production, and others to leather – we cannot simply expect to move resources from oil 
production to leather without any loss of productive capacity, and vice versa. Therefore, 
as we move more and more resources into the production of leather, they will become 
less productive, which will increase the opportunity cost of leather. When this is taken 
into account, the proper shape of a production possibility frontier is drawn concave to 
the origin (as shown in figure 1.6), but the overall conclusions that have been discussed 
remain the same.

1	� A factory is able to produce a maximum of 1000 espresso machines or 
2000 food processors. Construct a production possibility frontier and 
calculate the opportunity cost of producing one food processor. 

2	� Illustrate the effects of each of the following situations on a production 
possibility frontier for oil and leather:

	 • the invention of a new oil drill
	 • an improvement in stitching technology
	 • an increase in a nation’s intake of working-age migrants.

3	� Identify the change in the opportunity cost of producing more units of leather 
as an economy moves down to the right on the production possibility frontier 
shown in figure 1.6.

reviewquestions 

1.3 The future implications of choices
In making economic choices today, we 
can influence economic outcomes in the 
future. In a general sense, an economy as 
a whole can choose between producing 
goods that satisfy consumer demand 
immediately (consumer goods) and 
goods that will increase our productive 
capacity in the future (capital goods), 
such as machinery. While capital goods do 
not satisfy consumer wants now, they will 
allow us to satisfy these wants in the future 
by expanding our ability to produce. The 
trade-off between producing consumer 
goods and capital goods is represented in 
figure 1.7.

Capital goods

Consumer goods
0

Figure 1.7 – The choice between consumer  
and capital goods

In the long run, an economy that focuses more on the production of capital goods will 
increase its productive capacity and experience a higher level of economic growth. 
A country that is producing at a higher point on the frontier will, in the long term, be 
able to satisfy its consumer wants better than a country at a lower point on the frontier. 
In effect, the country choosing to produce more capital goods now is making the choice 
to forgo satisfying some wants today so it can satisfy a greater number of wants tomorrow.

Consumer goods 
and services are 
items produced for the 
immediate satisfaction of 
individual and community 
needs and wants.

Capital goods are items 
that have not been 
produced for immediate 
consumption but will be 
used for the production 
of other goods.
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The principle that economic decision making has future implications is true for 
individuals, businesses and governments. For example:

•	 An individual may choose to go without an overseas holiday or extravagant lifestyle 
and instead take out a mortgage and purchase a house. Saving up for a deposit will 
represent a significant sacrifice for many individuals, only to be followed by years 
of scrimping to pay off the mortgage. In the longer term, however, home ownership 
improves an individual’s financial security, as they will not have to pay rent and will 
also have an asset that they can pass on to their children when they die.

•	 A business must choose to focus on one area of business activity over another. 
Businesses have a limited amount of labour, capital, entrepreneurial skill and other 
resources, so they must focus on the products in which they are likely to maximise 
profit. This involves a difficult assessment of which areas of business activity they 
can be most successful in over the medium to longer term. Businesses are likely to be 
most effective if they can identify where the next wave in business growth is likely 
to come from. For example, many businesses that invested in communications and 
information technology have achieved extraordinary financial success. If a business 
only chooses to operate where other businesses have already been successful, they may 
find that they have entered the market too late and are unable to obtain a competitive 
advantage.

The future implications of 
education for individuals
One of the most important economic decisions made by individuals is 
whether to invest in further education beyond high school. While most 
students would prefer to hang out at the beach or go on an overseas 
holiday than be stuck in a classroom, many choose to sacrifice some 
enjoyment now in order to extend their education and improve their 
workforce skills. This should expand their job options and may result in 
an increased income in the future. 

Evidence confirms that education, particularly tertiary education, does improve 
individuals’ earning potential. According to the 2020 Graduate Outcomes Survey, 
the median salary for new graduates with a bachelor’s degree is $64,700 a year in 
their first year, up from $62,600 in 2019. While this is almost 30 per cent below the 
average annual earnings for all Australian full-time workers, research shows that higher 
education graduates earn around 20 per cent more over their working life compared 
with people who leave school after Year 12. Dentistry graduates enjoy the highest 
median starting salary ($84,000), followed by medicine ($75,000), social work and 
education (both $70,000) and engineering ($69,500).

The survey also noted that university graduates enjoy better job prospects. Among  
university graduates, 68.7 per cent are able to find full-time employment soon after 
entering the job market, compared to only 61.4 per cent of non-university graduates. 
The overall employment rate (including part-time work) is also notably higher at 85.1 
per cent for university graduates, compared to 80.4 per cent for non-graduates.

Furthermore, completion of a higher education or Vocational Education and Training 
(VET) qualification is increasingly a prerequisite for access to, and successful 
participation in, the labour market. A report by the National Skills Commission found 
that 68 per cent of Australians aged 20 to 64 years held post-school qualifications in 
2019, up from 60 per cent in 2009.

A decision to invest in education may require sacrifices in the short term, but it will 
pay off in the future.
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•	 The decisions of governments have very important long-term implications, both 
for governments themselves and for the entire economy. A government may choose 
to give the highest priority in its spending to satisfying immediate needs, such as 
increased welfare benefits and health care. As a result, it may provide less funding 
for other areas of expenditure, such as education, infrastructure, and research and 
development. In the longer term, this is likely to result in a lower level of economic 
growth, because the country will have a lower skills base in its workforce, less 
innovation and weaker infrastructure (such as an inadequate transport system or 
limited bandwidth in its communications systems). The difficulty for governments is 
that in the short term it may be more politically popular to satisfy immediate wants 
than to plan for future needs. 

1	� List TWO examples of a capital good and TWO examples of a consumer good.

2	� Describe the costs and benefits of producing capital goods in an economy.

3	� Outline a possible future economic benefit for each of the following choices:

• saving money in a bank account
• pursuing tertiary education
• working beyond the retirement age.

reviewquestions 

1.4 �The economic factors underlying 
choices

In the process of making economic choices, all participants in the economy must weigh 
up a range of factors relating to their short- and long-term objectives. The following 
section reviews some of the factors that affect the economic decision-making process for 
individuals, businesses and governments.

Individuals
The economic choices made by individuals are shaped by a variety of factors, including 
their age, income, expectations, future plans and family circumstances. Personality factors 
will also influence economic decision making; for example, some people are keen to 
embrace change and risk, while others will avoid risk and prefer security. 

Whatever their level of income, individuals must make a choice about how much of that 
income they will save and how much they will spend. This will, of course, be influenced 
by their income level, as well as a range of other factors, such as age, the performance of 
any assets they hold and their expectations of whether their income is likely to rise or 
fall in the future. 

Plans in relation to education, work, family and retirement also play a substantial role 
in influencing economic decision making. The decision to undertake further education 
may involve forgoing income for several years, although in most cases it will be rewarded 
with higher income in the longer run. In the meantime, the individual’s ability to 
consume will be restricted by their limited income. When a couple decides to start a 
family, they may have to cut down on personal expenditure and one partner may have 
to go without an income, perhaps for several years. The decision to retire involves 
adjusting to a much lower income when more free leisure time may give an individual 
more opportunities to consume. 
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Individuals also contribute to economic decision making by voting in elections. Economic 
policy issues are a central feature of political debate in Australia, and they are major 
priorities of government programs and election campaigns. Political parties regularly 
debate who is best at managing the economy and the budget, and which party is most 
likely to deliver lower levels of unemployment, inflation and interest rates. Elections  
involve individuals making a choice about who to vote for, and economic policies, 
especially on tax and infrastructure, significantly influence voting behaviour. 

Business
Firms face choices in many aspects of their business operations. In pricing its products, a 
business may choose a higher price, hoping that this will maximise profits and only have 
a small impact on the level of sales. The pricing decisions that businesses make are also 
based on their marketing strategy – whether they are trying to sell a product to the mass 
market or target a more exclusive group of consumers.

In making decisions relating to production and resource use, businesses will seek to 
minimise their costs and maximise quality. This may sometimes involve difficult choices; 
for example, a business may face higher costs in the purchase of better-quality equipment, 
but the equipment may have a longer operating life and require less maintenance. 
Businesses will generally choose the cheapest available resources, but if the supply of a 
cheaper resource is not assured, they may choose to pay slightly more for an input that 
has a more reliable supply. Businesses may also need to consider ethical issues, such as the 
importance of the natural environment. For example, a business may consider whether it is 
willing to pay a higher price for using recycled paper rather than using non-recycled paper.

Businesses can also face complex choices in how they manage industrial relations issues. 
Businesses can choose to employ people on wage levels set by industrial awards; they can 
negotiate wage agreements with their whole workforce; or they can negotiate individual 
contracts with their staff. They also face choices about whether they will encourage union 
representation or involvement from employees in decision making. 

Government
Governments can have a significant influence over the economic choices of individuals 
and business. This influence may include making it less or more expensive to make 
some choices. For example, by taxing cigarettes more heavily, governments attempt to 
discourage individuals from smoking. 

In more extreme situations, governments may seek to influence economic behaviour by 
prohibiting certain activities and imposing heavy penalties on those who break the law. 
For example, businesses operating in the same industry are prohibited from meeting 
together to set prices for their industry, because this degrades competition and harms the 
interests of consumers. 

Equally, governments may wish to encourage certain economic activities and may provide 
incentives for them. For example, in order to encourage individuals to join a private health 
insurance scheme, the Australian Government provides a tax rebate of up to 33 per cent 
to low- and middle-income earners for private health insurance payments, and imposes 
the Medicare levy surcharge (a tax penalty) on higher-income earners who do not take 
out private health insurance. General treatment private health insurance coverage now 
extends to 44 per cent of the population, compared with 30 per cent before these policies 
were introduced.

The government’s influence on the economy is a result of both influencing the decisions 
of individuals and businesses, and providing goods and services directly. 
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1	� Outline THREE economic factors that may cause people to increase their level  
of saving.

2	� Describe how each of the following business strategies could maximise  
business profits:

• raising the selling price
• lowering the selling price
• purchasing more efficient capital goods
• offering higher salaries to staff.

3	� Identify TWO examples of business activities that the government may wish 
to encourage, and TWO business activities the government may want to 
discourage or ban altogether.

reviewquestions 
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1 	� Economics is concerned with addressing the economic problem of satisfying 
unlimited wants with our scarce resources.

2	� The economic problem means that we must make choices about how to allocate 
limited resources. Therefore, we must give priority to some wants over others. 

3	 Each economy must answer the following four basic questions:

	 •	 What to produce?

	 •	 How much to produce?

	 •	 How to produce?

	 •	 How to distribute production?

4	� Whenever we choose to produce or consume one product, we miss out on the 
alternative products that could have been produced using those resources. This is 
known as the opportunity cost.

5	� The production possibility frontier is a simple way of explaining opportunity 
cost. Assuming that only two goods are produced, it shows that producing more 
of one good requires us to produce less of the other.

6	� Improvements in technology will cause the production possibility frontier to shift 
outwards. 

7	� Changes in the levels of resources will change the position of the production 
possibility frontier, moving it outwards (when the level of available resources 
increases) or inwards (when the level decreases).

8 	� If an economy is producing at a point below the production possibility curve, then 
it is experiencing unemployment of resources.

9	� Today’s economic choices affect tomorrow’s economic outcomes. If we choose to 
satisfy a want today, we may not be able to satisfy a want in the future.

10 	 In choosing between satisfying present or future wants: 

	 •	� Individuals must make choices between spending or saving. Spending 
satisfies present wants while saving raises future living standards.

	 •	� Businesses must make choices about price, how much to produce, what 
resources to use and how to manage their employees.

	 •	� Governments can influence the choices of individuals and businesses  
by affecting the cost of choices and other factors underlying their  
decision-making processes.
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1	 Explain what is meant by the economic problem.

2	 Outline why economics can be described as a study of choices.

3	 Define opportunity cost.

4	� Explain how a production possibility frontier can be used to demonstrate the 
concept of opportunity cost.

5	� Identify why it is impossible for an economy to produce outside its production 
possibility frontier.

6	� Discuss the circumstances under which it would be possible for the production 
possibility frontier to shift outward.

7	� Explain why we might find our economy producing at a level within (or below) the 
production possibility frontier.

8	� Given the following production possibility schedule, construct a production 
possibility frontier and answer the following questions.

Hats 200 150 100 50 0

Tea 0 30 60 90 120

a) What is the opportunity cost of obtaining the first 30 units of tea?

b) What is the opportunity cost of obtaining one unit of tea?

9	� Identify the kinds of opportunity costs that the government might face in 
attempting to satisfy community wants.

10	 Define the following terms:

a) consumer goods

b) capital goods.

Extended response

�Define the economic problem. Explain how individual consumers, business firms 
and the government are all faced with the economic problem. Identify the different 
economic factors that influence how each group seeks to address this problem.
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